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allocation has substantial economic effect.
Consistent with the special partners’ inter-
ests in the partnership rule contained in
paragraph (b)(4)(i) of this section, the part-
nership agreement provides that the $60,000
cost recovery deduction attributable to the
property purchased in the first taxable year
is, in accordance with section 704(c) prin-

ciples, included entirely in MK’s distributive
share. Furthermore, the $100,000 cost recov-
ery deduction attributable to the property
purchased in the third taxable year is allo-
cated $50,000 to WM, $25,000 to JL, and $25,000
to MK, and such allocation has substantial
economic effect.

WM JL MK

Tax Book Tax Book Tax Book

Capital account at beginning of year 4 ............. 0 $100,000 $100,000 $200,000 $200,000 $200,000
Less:

(a) recovery/depreciation deduction for
property bought in year 1 ................ 0 (60,000) 0 (60,000) (60,000) (60,000)

(b) recovery/depreciation deduction for
property bought in year 3 ................ (50,000) (50,000) (25,000) (25,000) (25,000) (25,000)

Capital account at end of year 4 ($50,000) ($10,000) $75,000 $115,000 $115,000 $115,000

At the end of the partnership’s fourth tax-
able year the adjusted tax bases of the part-
nership properties acquired in its first and
third taxable years are $40,000 and $100,000,
respectively. If the properties are disposed of
at the beginning of the partnership’s fifth

taxable year for their adjusted tax bases,
there would be no taxable gain or loss, a
book loss of $80,000 on the property pur-
chased in the partnership’s first taxable year
($120,000 book value less $40,000), and cash
available for distribution of $140,000.

WM JL MK

Tax Book Tax Book Tax Book

Capital account at beginning of year 5 ................. ($50,000) ($10,000) $75,000 $115,000 $115,000 $115,000
Less: loss ............................................................... 0 (26,667) 0 (26,667) 0 (26,667)

Capital account before liquidation .............. ($50,000) ($36,667) $75,000 $88,333 $115,000 $88,333

If the partnership is then liquidated, the
$140,000 of cash on hand plus the $36,667 bal-
ance that WM would be required to contrib-
ute to the partnership (the deficit balance in
his book capital account) would be distrib-
uted equally between JL and MK in accord-
ance with their adjusted positive book cap-
ital account balances.

(xiii) Assume the same facts as in (i). Any
tax preferences under section 57(a)(12) attrib-
utable to the partnership’s cost recovery de-
ductions in the first 2 taxable years will be
taken into account equally by WM and JL. If
the partnership agreement instead provides
that the partnership’s cost recovery deduc-
tions in its first 2 taxable years are allocated
25 percent to WM and 75 percent to JL (and
such allocations have substantial economic
effect), the tax preferences attributable to
such cost recovery deductions would be
taken into account 25 percent by WM and 75
percent by JL. The conclusion in the pre-

vious sentence is unchanged even if the part-
nership’s operating expenses (exclusive of
cost recovery and depreciation deductions)
exceed its operating income in each of the
partnership’s first 2 taxable years, the re-
sulting net loss is allocated entirely to WM,
and the cost recovery deductions are allo-
cated 25 percent to WM and 75 percent to JL
(provided such allocations have substantial
economic effect). If the partnership agree-
ment instead provides that all income, gain,
loss, and deduction (including cost recovery
and depreciations) are allocated equally be-
tween JL and WM, the tax preferences at-
tributable to the cost recovery deductions
would be taken into account equally by JL
and WM. In this case, if the partnership has
a $100,000 cost recovery deduction in its first
taxable year and an additional net loss of
$100,000 in its first taxable year (i.e., its oper-
ating expenses exceed its operating income
by $100,000) and purports to categorize JL’s
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$100,000 distributive share of partnership loss
as being attributable to the cost recovery de-
duction and WM’s $100,000 distributive share
of partnership loss as being attributable to
the net loss, the economic effect of such allo-
cations is not substantial, and each partner
will be allocated one-half of all partnership
income, gain, loss, and deduction and will
take into account one-half of the tax pref-
erences attributable to the cost recovery de-
ductions.

Example 19. (i) DG and JC form a general
partnership for the purpose of drilling oil
wells. DG contributes an oil lease, which has
a fair market value and adjusted tax basis of
$100,000. JC contributes $100,000 in cash,
which is used to finance the drilling oper-
ations. The partnership agreement provides
that DG is credited with a capital account of
$100,000, and JC is credited with a capital ac-
count of $100,000. The agreement further pro-
vides that the partners’ capital accounts will
be determined and maintained in accordance
with paragraph (b)(2)(iv) of this section, dis-
tributions in liquidation of the partnership
(or any partner’s interest) will be made in
accordance with the partners’ positive cap-
ital account balances, and any partner with
a deficit balance in his capital account fol-
lowing the liquidation of his interest must
restore such deficit to the partnership (as set
forth in paragraphs (b)(2)(ii)(b) (2) and (3) of
this section. The partnership chooses to ad-
just capital accounts on a simulated cost de-
pletion basis and elects under section 48(q)(4)
to reduce the amount of investment tax
credit in lieu of adjusting the basis of its sec-
tion 38 property. The agreement further pro-
vides that (1) all additional cash require-
ments of the partnership will be borne equal-
ly by DG and JC, (2) the deductions attrib-
utable to the property (including money)
contributed by each partner will be allocated
to such partner, (3) all other income, gain,
loss, and deductions (and item thereof) will
be allocated equally between DG and JC, and
(4) all cash from operations will be distrib-
uted equally between DG and JC. In the part-
nership’s first taxable year $80,000 of partner-
ship intangible drilling cost deductions and
$20,000 of cost recovery deductions on part-
nership equipment are allocated to JC, and
the $100,000 basis of the lease is, for purposes
of the depletion allowance under sections 611
and 613A(c)(7)(D), allocated to DG. The allo-
cations of income, gain, loss, and deduction
provided in the partnership agreement have
substantial economic effect. Furthermore,
since the allocation of the entire basis of the
lease to DG will not result in capital account
adjustments (under paragraph (b)(2)(iv)(k) of
this section) the economic effect of which is
insubstantial, and since all other partnership
allocations are recognized under this para-
graph, the allocation of the $100,000 adjusted
basis of the lease to DG is, under paragraph
(b)(4)(v) of this section, recognized as being

in accordance with the partners’ interests in
partnership capital for purposes of section
613A(c)(7)(D).

(ii) Assume the same facts as in (i) except
that the partnership agreement provides
that (1) all additional cash requirements of
the partnership for additional expenses will
be funded by additional contributions from
JC, (2) all cash from operations will first be
distributed to JC until the excess of such
cash distributions over the amount of such
additional expense equals his initial $100,000
contributions, (3) all deductions attributable
to such additional operating expenses will be
allocated to JC, and (4) all income will be al-
located to JC until the aggregate amount of
income allocated to him equals the amount
of partnership operating expenses funded by
his initial $100,000 contribution plus the
amount of additional operating expenses
paid from contributions made solely by him.
The allocations of income, gain, loss, and de-
duction provided in partnership agreement
have economic effect. In addition, the eco-
nomic effect of the allocations provided in
the agreement is substantial. Because the
partnership’s drilling activities are suffi-
ciently speculative, there is not a strong
likelihood at the time the disproportionate
allocations of loss and deduction to JC are
provided for by the partnership agreement
that the economic effect of such allocations
will be largely offset by allocations of in-
come. In addition, since the allocation of the
entire basis of the lease to DG will not result
in capital account adjustments (under para-
graph (b)(2)(iv)(k) of this section) the eco-
nomic effect of which is insubstantial, and
since all other partnership allocations are
recognized under this paragraph, the alloca-
tion of the adjusted basis of the lease to DG
is, under paragraph (b)(4)(v) of this section,
recognized as being in accordance with the
partners’ interests in partnership capital
under section 613A(c)(7)(D).

(iii) Assume the same facts as in (i) except
that all distributions, including those made
upon liquidation of the partnership, will be
made equally between DG and JC, and no
partner is obligated to restore the deficit
balance in his capital account to the part-
nership following the liquidation of his in-
terest for distribution to partners with posi-
tive capital account balances. Since liquida-
tion proceeds will be distributed equally be-
tween DG and JC irrespective of their capital
account balances, and since no partner is re-
quired to restore the deficit balance in his
capital account to the partnership upon liq-
uidation (in accordance with paragraph
(b)(2)(ii)(b)(3) of this section), the allocations
of income, gain, loss, and deduction provided
in the partnership agreement do not have
economic effect and must be reallocated in
accordance with the partners’ interests in
the partnership under paragraph (b)(3) of this
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